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Lose the risk,
gain the return

In our paper The US Hedging Advantage, we outlined reasons why US
investors have neglected to manage currency risk in their portfolios.

US investors often believe that currencies have zero expected return and,
therefore, currency management is unnecessary.. Furthermore, investors
mistakenly assume that currencies do not significantly affect a portfolio
and any effect can be considered risk diversification that will, over time,
result in a beneficial reduction of the portfolio’s total risk.
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While most investors realize that currencies can contribute to risk, no action is taken to
manage that risk contribution, even though the risk is uncompensated with no expected A prudent investor
return. If an investor’s aim is to create the most efficient portfolio by getting the greatest should minimize
return for each unit of risk, then a prudent investor should minimize currency risk and
reallocate that risk to an asset class with high return potential. In this paper, we clear up
some common misconceptions surrounding currency risk management and show how
investors can improve the efficiency of their portfolio by hedging currency risk. and reallocate that

risk to an asset class
with high return
potential.

currency risk that has
no expected return

Misconception 1: Zero expected return

Many investors assume currencies have zero expected return and thus believe that
currency management is unnecessary. Figure 1 presents the cumulative return of the
currencies in an EAFE portfolio from 1999 through January 2023. From 1999 through
2009, currencies appreciated over 22%, contributing to the portfolio’s performance. From
2010 through January 2023, currencies depreciated by about 48%, significantly reducing
the portfolio’s return. Although currencies cycled back to 0% by early 2022, a period
covering over two decades, most investors are evaluated over much shorter timeframes,
annually if not quarterly. A prolonged period of underperformance can make it difficult to
meet plan participants’ investment expectations and result in criticism of the investment
management strategy.

Investing internationally can result in an unintended investment in currency - investors
invest in equities for the underlying equity exposure, not the associated currency
exposure. If the return from currency is an inadvertent byproduct of the underlying equity
exposure, the introduction of uncompensated risk should be hedged given the extended
periods of rising and falling currencies that can and have occurred (Figure 2).
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FIGURE 1: EAFE CUMULATIVE CURRENCY RETURN FIGURE 3: 12 MONTH ROLLING CORRELATION:
(JAN 1999 - JAN 2023) EAFE EQUITIES AND CURRENCIES
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Furthermore, currencies contributed a substantial 15%
of the total risk in an EAFE portfolio from 1999 through
January 2023, and in shorter periods the risk can fluctuate

FIGURE 2: EAFE CURRENCY EFFECT -
CUMULATIVE RETURN
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150% significantly (Figure 4). From 1999 to 2009, currencies
contributed 10.8% of the total risk, while from 2010 to
100% 2022, the contribution increased to 20.3%.
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Misconception 2: Portfolio diversification

Investors believe that currencies diversify risk and thereby
lower overall portfolio risk - this is not consistently the case.
Figure 3 presents the 12-month rolling correlation between
EAFE equities and their underlying currency exposures,
demonstrating a wide range from negative correlation to near
perfect correlation. While currencies did indeed diversify the
EAFE portfolio risk during periods of negative correlation,
this diversification benefit is not applicable in all market
environments.

1999-2022 1999-2009 2010-2022

Source: Mesirow Currency Management and Bloomberg.



Mesirow Currency Management | 2023 Currency outlook

Misconception 3: Currency exposure is not
significant

Because international equities are often a small allocation
in a portfolio, some investors believe that the associated
currency exposure has an insignificant effect on the
portfolio’s return or risk characteristics. Figure 4 shows,
however, that currency risk can be a substantial contributor
to overall portfolio risk.

The world has become more integrated, encouraging investors
to look for other investment opportunities, both in public and
private equities, outside the U.S. As assets shift to private
equity, investors cannot overlook the inherent currency
exposure that might exist and its effect on portfolio returns.

PORTFOLIO EFFICIENCY

When a portfolio contains uncompensated currency risk and
the investor’s goal is to create the most efficient portfolio

in terms of return for each unit of risk, an efficient strategy
would involve hedging this risk and reallocating it to higher
expected return assets that have similar portfolio risk as the
unhedged currencies.

In WTW'’s 2021 pension fund survey, the average asset
allocation of the largest pension funds (those pension plans
with assets under management greater than $2.7 billion
(Figure 5).1

FIGURE 5: LARGEST PENSION FUNDS - AVERAGE ASSET
ALLOCATION
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Considering these weights, we created a policy portfolio
using the following indices:

e Cash - USD O/N Deposits
» Equities - MSCI World and MSCI Emerging Markets

» Debt - Bloomberg US Aggregate and ICE BofAML US
high Yield

» Real Estate - NCREIF

» Private equity - Cambridge Associates Global Private
Equity and Venture Capital

« Alternatives - HFRX Global Hedge Fund Index

Using the asset allocation weights from WTW’s survey and
the returns of these indices, we calculated the policy portfolio
returns from March 2001 through December 2022 (Table 1).
This portfolio’s annualized return and risk were 5.52% and
7.56%, respectively, resulting in a return/risk ratio of 0.73.

In order to represent currency hedging in the equity portfolio,
we used the same asset allocation as the policy portfolio but
updated the equity piece using the returns of the MSCI World
hedged to USD. The annualized return and risk registered at
5.47% and 7.11%, respectively. With the risk declining more
than the annualized return, the return/risk ratio improved to
0.77 compared to 0.73 in the original portfolio.

After hedging the currency risk and reducing the portfolio

risk, the investor had 0.45% in annualized risk that could be
reallocated elsewhere while maintaining the same risk profile
as the original portfolio. There are several ways this risk can
be allocated. For our example, we reduced the allocation to
debt by 5% while increasing allocations to private equity by
2%, equity by 1%, US High Yield by 1%, and real estate by 1%.

In this new portfolio, which we will call the enhanced
portfolio, the annualized return and risk registers at 5.73%
and 7.51%, respectively, resulting in a return/risk ratio of
0.76. Although the return/risk ratio is only slightly lower than
the hedged policy portfolio whose ratio was 0.77, the risk is
essentially the same as the original unhedged portfolio AND
the investor gained 21bps in incremental return per year.
The enhanced portfolio also performed 26bps better than
the hedged policy portfolio. Table 1 and Figure 6 present the
return and risk characteristics of these portfolios.


https://www.wtwco.com/en-US/insights/2022/11/2021-asset-allocations-in-fortune-1000-pension-plans
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TABLE 1: RETURN AND RISK OF SAMPLE PENSION
PORTFOLIOS - HYPOTHETICAL PERFORMANCE

Unhedged Hedged Enhanced

Portfolio Portfolio Portfolio
Annualized return 5.52% 5.47% 5.73%
Annualized risk 7.56% 7.11% 7.51%
Return-risk ratio 0.73 0.77 0.76

FIGURE 6: RETURN AND RISK OF SAMPLE PENSION
PORTFOLIOS - HYPOTHETICAL PERFORMANCE
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Conclusion

The reasons for leaving currency risk unmanaged are no
longer valid. Whether you believe currencies have a zero
expected return or not, the swings in the currency market
over extended periods can be dramatic, contributing
substantial uncompensated risk to a portfolio.

Currencies in an international equity portfolio do not
consistently provide risk diversification benefits. The
correlation between EAFE equities and the underlying
currency exposure has ranged from strongly correlated to
negatively correlated. The portfolio risk contributed from
currency has been approximately 15% of the total portfolio
risk since 1999; since 2010, currency risk has contributed
over 20% of the total risk in the portfolio.

As investors are looking for more investment opportunities,
international assets offer attractive returns. As investors
increase allocations to international assets, their portfolio
exposure to currency will also rise. This currency exposure
increase means that investors can benefit from a currency
risk management program. The program can improve the
efficiency of the portfolio by redeploying the risk saved from
the currency hedge to higher return-seeking assets, such as
equities, private equity, or real estate. Using this approach,
investors can achieve a greater rate of return with the same
risk as their original policy, resulting in improved efficiency
and risk-adjusted returns.

About Mesirow

Mesirow is an independent, employee-owned financial
services firm founded in 1937. Headquartered in Chicago,
with locations around the world, we serve clients through

a personal, custom approach to reaching financial goals

and acting as a force for social good. With capabilities
spanning Global Investment Management, Capital Markets &
Investment Banking, and Advisory Services, we invest in
what matters: our clients, our communities and our culture.
To learn more, visit mesirow.com and follow us on LinkedIn.
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1. Cash (3%), debt (50.3%), equities (32.4%), private equity (4.8%), real estate (3.0%), hedge funds
(3.1%), and other (3.4%).
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for informational purposes only. This document is not a prospectus or product disclosure statement
under the Corporations Act 2001 (Cth) (Corporations Act) and does not constitute a recommendation to
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